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FOREWORD 


In view of the continuing drain of gold and dollars and the 
military and foreign aid commitments of the United States, 
the international operations of American business firms have 
become matters of importance to the entire nation. The capacity 
of the United States to support various military and aid com- 
mitments outside its own boundaries is influenced by the effec- 
tiveness of these operations and the success with which they are 
adjusted to world and regional political and economic changes. 
The way in which some of these changes will be likely to affect 
«, American business is discussed in this issue of Baylor Business 
\) Studies by Dr. Yu-min Chou. 

Within the United States prices continue to move gradually 
upward in spite of serious and well-conceived efforts to deal 
with the problem of inflation. The nature of the inflation 
problem is examined in the second article, and some tentative 


suggestions are offered for public policy in the near future. 


CONTENTS 
EuroPEAN EcoNoMic INTEGRATION AND ITS IMPLICATIONS 
FOR AMERICAN ForEIGN TRADE AND INVESTMENT . 7-16 


II, CAUSES FOR THE RIFT BETWEEN THE TWO 


TRADING BLOCS ... 
Ill. SOME CONSEQUENCES OF COMMON MARKET'S 
ECONOMIC INTEGRATION ON UNITED STATES 
IV. THE PROSPECTS FOR UNITED STATES INVESTMENT . 15 
V. CONCLUSION . .. . 
Tue Post-War INFLATION CYCLE IN THE UNITED STATES: 
EXAMPLE AND INTERPRETATION . '17-29 
Il. THE CYCLE OF INFLATION AND GOVERNMENT 
REGULATION OF OVERALL DEMAND, 1956-58 . 20 


Ill. THE “COST-PUSH” ELEMENT IN THE INFLATION CYCLE . 25 


IV. SUMMARY AND CONCLUSIONS . . . . .. . 27 


EurorpEAN Economic INTEGRATION AND I's IMPLICATIONS 
For AMERICAN ForEIGN TRADE AND INVESTMENT 


I, INTRODUCTION 


The foreign ministers of six continental European countries (visz., 
Belgium, France, Italy, Luxembourg, the Netherlands, and West 
Germany ) assembled in Rome in March, 1957 and signed a treaty 
which formally gave birth to the European Economic Community 
—commonly referred to as the Common Market or the Inner Six. 
The establishment of this Common Market was a reflection of the 
movement toward regionalism which had been in the making since 
the end of World War II.! Such economic integration is bound 
to have a profound impact on the economies of the countries out- 
side of the Common Market. As for the United States, how 
seriously the economic integration of the Common Market coun- 
tries will affect American foreign trade and investment is subject 
to different speculations. 

The optimists claim that since economic integration in the 
Common Market will result in higher productivity and higher 
income, it will create a mass market there, thereby providing more 
opportunities for American exports and investment. The pessi- 
mists, on the other hand, contend that eventually the common 
external tariffs of the Common Market will reduce United States 
exports, and the rising European production will compete with the 
United States in other markets of the world, Moreover, the in- 
creased European demand for raw materials will tend to raise 
their prices, resulting in higher cost for the raw materials for the 
United States, Just how seriously the economic integration of the 
Common Market will affect the United States economy depends, 
among other things, on future developments in both Europe and 
the United States. It is the purpose of this paper to survey the 
background that led to the formation of the European Economic 
Community, and to speculate on its significance to United States 
foreign trade and investment, 

The impetus to the formation of the Common Market was pro- 
vided by postwar conditions in Europe and by the Marshall Plan 
(the European Recovery Program) instituted in 1947. In the 
immediate postwar years, the aftermath of World War II left 


1Regionalism pertains to an economic or political integration of several 
neighboring countries in a particular region of the world. 
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Europe with large-scale destruction of its productive capacity and 
apparent inability to recover by its own strength, Having gone 
through the most destructive war in world history, many European 
leaders began to conceive of a unified Europe in order that a 
future conflict in Kurope might be avoided. Under the Marshall 
Plan, materials needed for EKurope’s reconstruction were provided, 
but at the same time, the United States insisted on co-operation 
among the European countries and favored a common market 
exchange similar to the open trade which existed within the United 
States. As a result, the Organization for European Economic 
Cooperation (abbreviated as OKEC) was created to administer 
United States aid and to coordinate economic activities in 
Europe.? 

The original European economic integration, as contemplated 
by the OEEC, was to include all the OEEC member countries if 
possible. However, events which occurred subsequently have 
shown that differences in interest among member countries were 
too great a deterrent to economic integration for it to be accom- 
plished under a single organization. Instead, Western Europe is 
today divided into two trading blocs, vis., the Common Market 
and the European Free Trade Association (commonly referred 
to as the Outer Seven, comprising Austria, Denmark, Great 
Britain, Norway, Portugal, Sweden, and Switzerland.) 


II. CAUSES FOR THE RIFT BETWEEN THE TWO TRADING BLOCS 


The causes for the rift between the two trading blocs are by no 
means simple, but they have a great deal to do with the British 
position in world trade and the nature and intent of the Common 
Market.3 The Common Market is designed as a customs union. 
The union is not, however, purely economic. It contemplates 
eventual political integration even though such integration may 
be accomplished only in the distant future. The formation of a 
customs union eliminates barriers of the member countries against 
one another, thus making free trade possible within the bloc. 


20EEC membership includes Austria, Belgium, Denmark, France, Great 
Britain, Greece, Iceland, Ireland, Italy, Luxembourg, the Netherlands, Nor- 
way, Portugal, Spain, Sweden, Switzerland, Turkey, and West Germany. 

3For a good, concise discussion on the conflicting interest between the 
Common Market and the Outer Seven, see M. Heilperin, “Europe at Sixes 
and Sevens,” Fortune, October, 1959, pp. 148-149, 205-206. For a more 
recent controversy, see M. Camps, “Britain and the Six,” Foreign Affairs, 
October, 1960, pp. 112-122. 
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Trade discrimination continues, however, against the outside 
world through the erection of a common external tariff system. 
The maintenance of a customs union therefore requires a partial 
concession of the individual sovereign power of each country to 
the Common Market Council.4 This customs union is expected 
to lead eventually to a political union, which will involve even 
greater concession of the individual sovereign power to the 
Common Market.’ 


For countries which are geographically contiguous and which 
have a substantial volume of mutual trade, the formation of a 
customs union may result in mutual benefit. The members of 
the Outer Seven have broader world-wide interests, however, than 
those of the Common Market Countries. For one thing, the Outer 
Seven countries have greater volume of trade with the outside 
world than they do with the countries of the Common Market. 
Moreover, Britain’s commitment to the Commonwealth countries, 
especially with regard to agricultural products (and France is 
strongly protectionist with respect to agricultural products), makes 
it difficult for her to identify her interests with those of the Com- 
mon Market. Other countries in the Outer Seven also prefer a 
less binding free trade organization because of their broader 
world-wide trade. Thus, while the Common Market countries 
seek to use free trade within the bloc as an instrument of broader 
economic—and eventually political—integration, the Outer Seven 
countries seek to promote free trade among themselves with a 
minimum of commitments on their part regarding domestic 
economic policies. 

A complete integration in the Common Market has not yet 
been achieved, but rapid progress has been made toward that end. 
Especially since mid-1959 the Common Market has moved speed- 
ily ahead on the road to economic integration. It has advanced 


4In this respect, the experience of the Common Market countries is not 
new. Earlier, they went ahead by integrating the coal and steel industries 
under the European Coal and Steel Community, also known as the Schuman 
Plan. Although the effectiveness of this approach through sector integra- 
tion was limited, it did accomplish one thing—the establishment of a supra- 
national agency whose authority transcended the individual country’s sover- 
cign power. Thus, the Coal and Steel Community became the nucleus of the 
Common Market. 


5It is well to remember that the German political unification in 1871 was 
preceded by the economic integration of the German states under a ctistotis 
union known as “Zollverein.” 
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the Rome Treaty’s time schedule, especially with respect to in- 
ternal tariff reductions and the introduction of the Common 
Market’s external tariffs. Originally a 10 per cent internal tariff 
reduction, the third such reduction, was scheduled to take place 
in January, 1963. But in May this year, the schedule was ad- 
vanced to not later than December 31, 1960.° 

Many reasons exist for the initial success of the Common 
Market.” The economies of the member countries are booming, 
which makes economic adjustments less painful. Recent political 
events in the world reaffirm the conviction of the European leaders 
that an economically strong Europe is a vital necessity in the 
struggle between East and West. There is also a growing con- 
viction in the business communities of the member countries that 
the momentum of economic integration cannot be halted, and that 
acceleration of this movement is therefore desirable. Apparently 
economic integration in the Common Market is being achieved 
successfully. 


III, SOME CONSEQUENCES OF COMMON MARKET'S ECONOMIC 
INTEGRATION ON UNITED STATES FOREIGN TRADE 


The economic integration of the Common Market will have 
profound effects on both the member countries and countries out- 
side the bloc. In regard to the latter, this paper will discuss 
mainly the probable effects on American foreign trade and in- 
vestment in Europe. 

As far as the effects of the integration on the member countries 
in the bloc are concerned, they can be only beneficial since the 
integration will make the bloc a more efficient productive unit. 
Greater efficiency will result in higher income which, in turn, will 
further accelerate the economic growth of the member courtries.® 
A customs tition leads to a better allocation of production becatise 
inefficient indtstries formerly shielded from foreign competition 


6See Foreign Commerce Weekly, September 12, 1960, p. 5. Originally 
the Treaty provided that the internal tariffs were to be abolished over a 
transitional period of twelve years divided into three stages. 

®Traditional eeonomle theory deals exhaustively with produetivity and in- 
come gains reaped through customs unions and with the eonneetion between 
income and import demand, exhaustive arguments in regard to the above 
relationships are presented in 1. Mead, The Theory of Custom Unions 
(Amsterdam: North-Holland Publishing Co., 1955), and Seitoysky, Heo- 
Theory and Western Eurapean. Integration (Stanford, California: 
Stanford University Press, 1958), especially chapter | 
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in the bloe by the national tariffs are forced to switch to lines of 
production in which they have comparative advantage. As a 
result of such reallocation of production, a greater amount of 
total output can be produced with the existing resources. Also, 
when barriers to the movement of labor and capital are abolished, 
both labor and capital tend to move from areas in which they 
receive low rewards to areas in which they receive high rewards. 
The effect of this adjustment is to increase the productivity of the 
factors of production.® 


What will be the effects of Common Market’s economic inte- 
gration on U.S. Foreign trade? Although the direct effect of the 
establishment of the Common Market tends to diminish its trade 
with outside world and “divert” it (or redirect it) to suppliers 
and customers within the member nations, the composition of 
United States exports to the Common Markets shows that 
relatively few American exports are likely to be affected.'° 


In the aggregate only about 16 per cent of U. S. exports are 
now destined to the Common Market Countries. Many of these 
items are either not produced in large quantities in the Common 
Market, or else meet only moderate competition from the Euro- 
pean products.'' If these United States exports are broken down 
into commodity groups, it is found that an important group of 
them consists of numerous agricultural and non-industrial basic 
products, such as maize, raw cotton, crude rubber, scrap iron, 
steel, and copper which are available only in small quantity, or 
not at all, from European sources of supply. 


This group of exports, accounting for about two-thirds of 
United States exports to the Common Market countries, enter 
there either duty-free or pay little duty and will contititie to do so 


to Seitovsky, these restilts be achieved in three ways. 
The first is throvgh the effects of eonmpetition in forcing tareinal firtis 
to iniprove their fiethods atid it the adoption of tiass produe- 
tion, The seeond is the effeets of eonipetition in promoting realloea- 
of production fron the less to the tore efficient firtis within national 
industries, The third is through more efficient jnivestment, whieh may 
attract American investment. See Seitevsky, of. pp. 17-48. 


10Trade diversion takes place when, as a result of the removal of trade 
harriers within a eustoms union, a member country shifts its foreign trade 
fram non-union countries te countries whieh are members of the union. 


11M. Kreinin, "European Integration and American Trade,” American 
Eeanomle Review, September, 1959, pp. 615-617. 
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under the Common Market rules.!2 Most of the manufactured 
goods exported to the Common Market countries compete directly 
or indirectly with the European goods. They are either dutiable 
or restricted by quotas, but they are either not available 
from European sources or items in which technological considera- 
tions outweigh the price factor. Consequently, a prospective com- 
mon external tariff of 20 per cent or less is not likely to affect the 
volume of these goods imported into the Common Market 
countries.!3 


United States exports to other parts of the world may be 
affected by the economic integration in the Common Market. 
The Common Market poses a serious threat to those non-member 
European countries in the Outer Seven. Being deprived of some 
of the export outlets in the Common Market by the common 
external tariffs, nearly a billion dollars worth of goods of the 
Outer Seven countries may have to seek outlets elsewhere.!* 
Although trade discrimination between the two blocs may be 
moderated through mutual concessions and compromises, it is 
possible that United States exports will be faced with increasing 
competition from the Outer Seven countries. 


So far only the static effects of the Common Market tariffs on 
United States exports have been dealt with. How would the rise 
in the incomes of the Common Market countries affect United 
States exports? In the absence of adequate quantitative data, the 
estimate of income effects can be only speculative at this time. 


As mentioned earlier, the real importance of the Common 
Market to United States economy lies in the long-run cumulative 
improvement in the prospects for European growth and develop- 
ment. The fragmentation of the European economy which has 
heretofore existed as a result of the division of Europe into inde- 
pendent economic units is said to have slowed down not only the 
growth of some less favored countries, but also the general devel- 


12Stanislaw Wellisz, “The European Common Market and American 
Foreign Trade and Investment,’ The Journal of Business, July, 1959, pp. 
249-250. This group of commodities is classified as a non-divertible com- 
modity group. 


13[bid. This group of commodities comprises petroleum products, chemi- 
cal materials, power machinery, metalworking machinery, electrical ma- 
chinery, and the like. 


14]bid., p. 251 
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opment of Europe’s joint resources.!5 National boundaries have 
decreased the mobility of the factors of production, slowed down 
the spread of innovations, and limited competition. National tar- 
iffs, quotas, foreign exchange restrictions, and private cartels have 
protected the inefficient producers and prevented the moderniza- 
tion of production. 

The elimination of the tariff barriers and quotas increases the 
Common Market’s efficiency by putting pressure on the un- 
economic units through intensified competition. Coupled with the 
increased flexibility in the economy, these changes improve the 
long-run prospects for the Common Market countries’ growth.'® 
In consequence, the level of gross national product will rise. This 
is likely to result in a corresponding increase in the Common 
Market’s imports from the outside world, including imports from 
the United States. Not all imports are expected to grow at the 
same rate, however. 

For instance, the income elasticity of demand for bread grain 
is negative for most countries except Italy, while native produc- 
tion of the bread grain is rising. Therefore, the actual Common 
Market import of this commodity will probably decline. In general, 
imports of foodstuffs are expected to increase only moderately ; 
imports of agricultural raw materials will also increase slowly.” 
On the other hand, imports of base metals and fuels will probably 
increase more than proportionately with the increase in gross 
national product, as European sources of supply become ex- 
hausted.'8 Also demand for manufactured goods is likely to 
increase rapidly, as is characteristic of industrially developing 
countries. 

As far as income effects are concerned, it seems then that the 
demand for United States products which now enter duty-free 
(mainly products of agricultural origin) will not increase rapidly. 


15T. Svenilson, Growth and Stagnation in the European Economy (Geneva: 
United Nations Economic Commissions for Europe, 1954), p. 41. 

16United Nations, Economic Survey of Europe in 1957, pp. 27 ff. The 
structure of the Common Market countries’ business organizations ‘as been 
criticized for bc’ng obsolete. However, the new laws governing the Com- 
mon Market countries’ relations have increasingly put pressure on these 
organizations to modernize. For a good discussion on this matter, see A. F. 
Conard, “Business Organization in the European Common Market,” /nter- 
national Business: Essential Considerations for Growing Midwest Enter- 
prise, ed. by L. P. Dowd (Ann Arbor, Michigan: University of Michigan 
School of Business Administration 1960), pp. 22-33. 

17United Nations, Economic Survey of Muege in 1957, pp. 6-7. 

18]bid., pp. 8-12. 
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The demand for manufactured goods may be expected to rise 
more than proportionately with the increase in Common Market 
countries’ gross national product. However, the imports of manu- 
factured goods will be restricted by the common external tariff. 
Therefore, the expansion of such imports from the United States 
into the Common Market is not likely to be great. Moreover, as 
the economic growth of the Common Market countries is acceler- 
ated, they can be expected to become increasingly competitive 
with the United States, not only in exports to the world markets 
but also in the purchase of raw materials because of the expansion 
of materials-using industries in Europe. Although the increased 
European imports from world markets may increase the income 
of the exporting countries (and hence their ability to import), how 
much of their larger import volume will come from the United 
States remains uncertain. Thus, the prospective changes in the 
Common Market countries’ trading patterns in the near future 
seem on balance, to be disadvantageous to United States foreign 
trade. 


But what will be the prospect in the real long-run trend? 
History has shown that industrial growth of countries has not 
reduced their total trade with other industrial countries.!? Modern 
industrial countries may find it advantageous to trade in a great 
variety of models, styles, and specifications of the same category 
of product which both produce. Different firms in each country, 
when trade barriers are removed, tend to specialize in certain types 
of machine tools of particular shapes, sizes, and in different alloys 
of metal products and the like. New processes are continually being 
developed, which for a time make it possible for one country or 
another to produce some specialized products more cheaply than 
the others. For instance, the United States both exports and im- 
ports textile machinery, electric motors, typewriters, automobiles, 
steel products, and a host of other finished products.2° The 
economic growth in the Common Market may, therefore, lead 


19General Agreement on Tariffs and Trade, International Trade, 1956 
(Geneva: GATT, 1957), Part I: League of Nations /ndustrialisation and 
Foreign Trade (Geneva: League of Nations), pp. 7-8, 116-120. 


20R. F. Mikesell, “European Economic Community: An Opportunity 
for U. S. Business,” Oregon Business Review, June, 1954, p. 4. 
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to unexpected opportunities for trade which, in the long run, will 
probably create more trade than the amount diverted.?! 


IV. THE PROSPECTS FOR UNITED STATES INVESTMENT 


In contrast to a rather uncertain prospect for United States 
exports to the Common Market countries, the formation of the 
Common Market improves investment opportunities and will 
undoubtedly step up United States private investment in that 
area. The rising income is conducive to developing a mass market 
which requires the adoption of mass production techniques. 
Rising wage costs in Europe tend to accelerate this adoption.?2 
Under the new conditions, the environment of the Common Mar- 
ket will be much closer to the American pattern than to the 
traditional European pattern. This change will tend to improve 
the competitive position of the American firms in Europe relative 
to their European rivals. In addition, the process of “American- 
ization” in Europe results in a growing need for American-style 
cafeterias, supermarkets, and motels, and has opened up additional 
investment opportunities for American firms. Moreover, the 
relaxation in the foreign exchange restrictions in Europe allowing 
the repatriation of American business profits further induces 
American investment. 


Indeed, American investment in Europe has been growing 
rapidly during the past few years. In 1957, United States direct 
investments in the Common Market major industries totaled $1.68 


21In connection with this, some words may be warranted with regard to 
the causes of the balance of payments problems in the United States. The 
balance of payments problems are somewhat different from the problems 
of trade balance (although an adverse balance of trade may cause a dif- 
ficulty in the balance of payments). Even if the balance of trade were 
favorable for a country (as is the case for the United States), an adverse 
ba'ance of payments could develop owing to private capital outflow for 
foreign investment, government aids, expenditures abroad, and the like. 
For a fuller discussion on this matter see “The U. S. Balance of Payments, 
1959-60,” Federal Reserve Bulletin, October, 1960. pp. 1095-1101; B. Parsons, 
“Gold Exports and the Balance of International Payments,” Baylor Business 
Studies, December, 1959, pp. 11-24. 


22According to the calculation made by Hodgson and Michaelis, industrial 
labor costs rose by 7% in France and West Germany during 1953-1958, 
while they rose by 3% in the United States during the same period. In Italy 
there was a decline of 7%. See R. Hodgson and M. Michaelis, “Planning 
for Profits in World Business,” Harvard Business Review, November- 
December, 1960, Exhibit I, p. 138. 
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billion as compared with $637 million in 1950; they rose to $1.9 
billion in 1958 and to nearly $2.2 billion in 1959.23 

It may be of interest to note that successful foreign investment 
entails earnings to be repatriated. These earnings can be reinvested 
in the foreign markets, brought back to the United States, or 
used to pay for future United States imports from Europe. In 
the long-run, therefore, this inflow of earnings will be a plus in 
United States international payments.”4 


V. CONCLUSION 


The formation of the Common Market creates both challenge 
and opportunity for United States business. While the creation 
of the common external tariffs may hurt United States exports 
in the short-run, the outcome in the long-run may not be un- 
favorable to United States business, considering the expanding 
market and the tremendous investment opportunity afforded by 
the rapid economic growth there. Undoubtedly some firms and 
products in the United States will be hurt, but in a dynamic 
economy nothing stands still. The key to progress for any economy 
is the constant process of adjustment, by the exploiting of new 
advantages to make up for the disadvantages that arise. 

Fundamentally the structure of the American economy is sound, 
although its strength may be increased by stimulation from out- 
side. So here is the challenge from the European economic inte- 
gration. But here also is the opportunity for United States business 
expansion abroad. Much depends, of course, on the future 
policies on both sides of the Atlantic. If the solution to temporary 
difficulties were sought in protectionist policy by both sides, there 
would be a return to economic warfare. A reasonable free-market 
policy on both sides, on the other hand, would lower trade 
barriers, resulting in mutually profitable relations between the 
United States and the Common Market. In closing this paper, it 
may be well to repeat the observation of Benjamin Franklin : 


“Commerce is generally understood to be the basis on which 
the power of this country hath been raised, and on which it 
must ever stand.” 


23Survey of Current Business, September, 1960, p. 20. 

24In fact, a prominent English economist, Roy Harrod, thinks that the 
success in the Common Market in inducing United States investment will 
backfire in the future. Harrod believes that the dollar shortage can occur 
again, and when this happens, the flow of earnings back to the United States 
will aggravate the dollar drain in the Common Market countries. See 
Christian Science Monitor, November 19, 1960, p. 60. 


Tue Post-War INFLATION CYCLE IN THE UNITED 
STaTES: EXAMPLE AND INTERPRETATION 


I, INTRODUCTION 


Several circumstances suggest an examination of recent experi- 
ence with respect to price changes in the United States. Programs 
offered by two opposing candidates in the presidential election 
have raised the question of whether these programs contain ele- 
ments of price inflation and whether such elements are subject to 
effective control through appropriate government policy. 


If inflation of the general price level does continue, it will 
almost certainly aggravate the problem of the outflow of gold 
from the United States, a problem which, at this writing, the 
administration seems to be treating as an emergency. 


Finally, the publicizing of the objectives of tight money policy 
and of the efforts to achieve a balanced budget may have created 
a general impression that these measures are all that are required 
to maintain price stability. Yet recent experience of the United 
States includes a two-year period of successively rising prices 
despite substantial Treasury cash surpluses and increasingly tight 
money conditions. 


Although moderate price inflation has often been associated with 
general prosperity, two principal objections to rising prices are 
frequently offered. These are the reduction in the standard of 
living of those whose incomes do not move up with rising prices, 
and the redistribution of wealth that results when long term in- 
struments such as bonds or life insurance policies lose much of 
their real value. 


It is clear that the price inflation of the early postwar years, 
1946 through 1948, was in large part the result of the enormous 
increase in money and other liquid asset holdings brought about 
by the financing of World War II. Another flurry of rising 
prices took place in 1951 and 1952. This resulted mainly from the 
outbreak of the Korean War. It reflected both the extra govern- 
ment expenditures required to carry on the war and the expecta- 
tions of the public that war scarcities of consumer goods might 
develop. Since, in these instances, the principal forces of inflation 
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arose in extraordinary or non-recurring circumstances, it seems 
profitable to examine one of the more recent cycles of rising 
prices. 


If the consumer price index is used as the indicator, there have 
Leen two periods of extraordinary price stability since 1952. The 
first was the period from the fall of 1953 through the spring of 
1956, A second but shorter period of stability occurred from the 
summer of 1958 through June, 1959, (See Figure 1.) 


There is little difficulty in finding the apparent basis of price 
stability during these two periods, Each period was introduced by 
a recession. However, in each case, prices did not again begin 
their upward climb until some time after recovery had begun 
(see Figure 1). 


The beginning of an upward movement of prices in 1953 was 
terminated by a recession in the fall. The recession, judging by 
the quarterly rates of gross national product, included the last 
quarter of 1953 and all of 1954. Recovery was sharp and 
strong in the first and second quarters of 1955.1 The ex- 
pansion continued and the gross national product for 1955 was 
$397.5 billions, an increase of more than $30 billions over the 
preceding record. The consumer price index fluctuated but did 
not develop a consistent upward movement until May of 1956. 
The period October 1953 through April 1956 may be designated 
as a period of price stability, insofar as most consumer goods and 
services are concerned. A reasonable degree of price stability con- 
tinued for more than 12 months after the end of the recession. 


Again judging by the consumer price index, the next observ- 
able period of price stability was from June 1958 through May 
1959. As in the previous case it was associated with recession. 
The recession began with the fourth quarter of 1957 and con- 
tinued through the third quarter of 1958. It thus continued for 
approximately 12 months. The period of relative stability in the 
consumer price index continued about 8 months after the end 
of the recession. It may be noted that in this instance it was also 
about 8 months after the recession began before the upward 
movement of the price index was arrested. These two periods are 


1 Gross national product quarterly at annual rates is given in the first 
column of Table 3 page 24 below. 


INFLATION 


4 
4 
* 
? 
* 


> 
+ + 
* * 
* + 


~ 
* 


+ 


SG LM: 


tatictiec 


% 


C3 Laber 


Ta 


POST-WAR 19 
iH 
> 
| 
i343 
j is 
wa. 
: 
F 
¢ 
4-4 
+ } 

| 

| 


20 BAYLOR BUSINESS STUDIES 


the only two instances of satisfactorily stable prices since 1952.? 
That circumstance suggests that the economy of the United 
States, as presently organized and under recent and existing 
policies, will achieve price stability only at the cost of business 
recession accompanied by a considerable degree of unemployment. 


The price inflation that occurred between these periods of rela- 
tive stability is the most recent example of the complete cycle of 
inflation. The purpose of the discussion that follows is to examine 
this inflation cycle in some detail. 


Il. THE CYCLE OF INFLATION AND GOVERNMENT REGULATION OF 
OVERALL DEMAND, 1956-58 


Price increases registered by the consumer price index were 
gradual but, with minor exceptions, continuous from June, 1956 
through June, 1958. The failure of rigorous monetary policy to 
arrest this upward movement is worthy of note. The Federal 
Reserve System held the line on the supply of money and allowed 
only increases that were smaller than the increases in real gross 
national product.2 The money supply and rates of interest are 
shown at six month intervals in Table 1.4 The continuous rise in 
the rate of interest from December, 1954 through December, 
1957 shows the increasingly tight condition of the money markets. 

Nevertheless, enough spending occurred to permit rising prices. 
The same amounts of money did a great deal more business; the 
velocity of circulation was increased. This is shown by the greater 
increase in bank debits than in bank deposits or the money 
supply. From June, 1955 through June, 1957 the supply of money 
increased only about 1% per cent, but bank debits reported 
(which measure the volume of payments made by check) in- 
creased by over 17 per cent. This trend of more intensive use of 
money has been characteristic of the entire decade of the fifties. 
Checking accounts (demand deposits) increased about 36% per 
cent from 1950 to 1959, but bank debits reported increased by 109 


2 Although price fluctuations were small in 1953, the complications arising 
from sudden changes in Treasury financing methods make the period 
unsuitable for: examining to discover essential characteristics of the 
economy. 

3 By real gross national product is meant the total product as it would 
have been at constant prices. 1954 prices are used. See U. S. Dept. of 
Commerce; U. S. Income and Output, 1958, p. 124. 

4 Calculations of percentage increase in the money supply from this table 
should be made from June to June or December to December in order 
to eliminate the distortion of seasonal variation. 
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per cent. Changes have continued to take place in business 
practices that economize the use of money.° 

Nevertheless, it may not be appropriate to say that monetary 
policy should have been even more restrictive. It appears that 
greater restraint would have brought about depression and un- 
employment. Real gross national product increased 81% per cent in 
1955 over the previous year and 614 per cent over the previous 
high. Under tight money conditions this rate of growth was 
greatly reduced. It was slightly over 2 per cent for 1956 and 
less than 2 per cent for 1957. High interest rates may inhibit 
certain kinds of capital outlays, including residential construction, 
that are essential to a high rate of growth. 


TABLE 1 


THE MONEY SUPPLY, INTEREST RATES ON COMMERCIAL PAPER, AND 
BANK DEBITS REPORTED BY SIX MONTHS PERIODS, 1950-1960. 


Year Demand Deposits Total Money Rates on Prime 
Adjusted a Supply Commercial Paper 
1950 June 83916 111697 1.31 
Dec. 91099 118463 
1951 June 87832 116511 2.31 
Dec. 97048 125548 2.31 
1952 June 93652 123477 2.54 
Dec. 100329 130172 2.31 
1953 June 95795 126594 2.75 
Dec. 101289 131764 229 
1954 June 96983 128254 1.56 
Dec. 105471 135728 1.31 
1955 June 102247 133227 2.00 
Dec. 108887 138501 2.99 
1956 June 103844 135049 3.38 
Dec. 110487 140385 3.63 
1957 June 104904 135344 3.79 
Dec. 109439 139308 3.81 
1958 June 105419 136591 1.54 
Dec. 114645 144864 KS 
1959 June 111537 141279 3.83 
Dec. 114563 145444 4.88 
1960 June 109249 137876 3.81 


aInsured commercial banks. 


Bank 
Debits ¢ 


652629 
751045 
790627 
787187 
826394 
838893 
870823 
889236 
935663 
951732 
995991 
1047550 
1088143 
1112496 
1162303 
1194182 
1217302 
1222539 
1312140 
1368124 
1407409 


b Demand deposits adjusted to eliminate duplication plus currency in the hands of the public. 
¢Bank debits reported from 344 reporting centers. These are totals of the monthly figures 


reported. 


Source: Board of Governors of the Federal Reserve System, Federal Reserve Bulletin. 


5 For a different approach to velocity and monetary policies see Stephen 
W. Rosseau: “Velocity Changes and Effectiveness of Monetary Policy, 
1951-57,” The Review of Economics and Statistics, Vol. XLII, No. 1 
(Feb. 1960) p. 27. 

6 Real gross national product, in 1954 prices, was 392.7 billions in 1955, 
400.9 billions in 1956, and 408.3 billions in 1957. See U. S. Department 

of Commerce, Business Statistics, 1959 Edition, p. 3. 
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The intention of restrictive monetary policy is to restrain 
aggregate demand and thus prevent prices from being pushed 
upward, Another common prescription for limiting demand is the 
use of fiscal policy, The idea is that, in time of inflationary 
pressures, the U.S. Treasury should receive more tax revenue 
than the amounts it pays out for various government programs, 
Taking more purchasing power from the economy in the form of 
taxes, than is paid out to the public through government expendi- 
tures is supposed to reduce overall effective demand and thus 
prevent a rise in the general price level, 

For the twelve months just preceding the inflation eycle under 
examination, that is, for the fiseal year ended July 1, 1956, the 
Treasury showed a cash surplus of almost 444 billions of dollars, 
(See Table 2.) Mor the twelve months ending July 1, 1957 the 
cash surplus was over 2 billions, yet the consumer price index 
moved up steadily from 117 to 124 during the same twelve month 
period, 

It appears that a government cash surplus may not curb rising 
prices when the excess of revenue over expenditure simply results 
from expansion in the private sector, The expansion creates 
taxable income and thus accounts for the excess revenue, The 
same expansion creates the inflationary pressures, 


TABLE 2 


SUMMARY OF FEDERAL GOVERNMENT CASH TRANSACTIONS WITH THE 
PUBLIC AND THE PRICE INDEX BY FISCAL 
, 1952-1960. 


(Millions of Dollars) 


Fiscal Fed. Receipts Fed. Payments Excess of Receipts C.P.1* 
Year from the Public to the Public on Payments 

1952-53 71499 76773 =5274 114.0 
1953-54 71627 718600 =232 115.0 
1954-55 67836 70538 =2702 114.5 
1955-56 77088 72017 4471 114.9 
1956-57 82107 80008 2099 118.3 
1957-58 8189) 122.2 
1958-59 81600 O4804 123.9 
1959-60) 94984 94283 701 125.5 


4 Twelve month averages, 
Source: U, S, Treasury Department: Annual Report of the Seeretary of the Treasury on the 


State of the Finances, 1959 and Monthly Treasury Bulletin, 


POST-WAR INFLATION 23 


The data also suggest that the increase in government cash 
outlay from 72.6 billions in fiscal year ended July 1, 1956 to 80 
billions for the following year had a net inflationary effect, 
despite the fact that it was financed with tax and other receipts 
some 2 billions in excess of total government cash expenditure. 
The idea that an increase in government spending is not infla- 
tionary, if fully financed with taxes, depends on the assumption 
that the taxes will decrease private spending by the amount of 
the government increase in spending. Substantial increases in 
government spending, if they are to be non-inflationary, may 
require financing by taxes that bear more direttly on consumption. 


A closer examination of the origin and progress of the price 
rises, however, reveals that the increase in government spending 
was, until about the beginning of 1957, probably a result rather 
than a cause of the inflation, When the total of government pur- 
chases of goods and services is recorded in constant prices, as in 
the last column of Table 3, it is seen that the real quantity of 
these did not increase over previous levels before the first quarter 
of 1957,’ 


If the major components of the gross national product are com- 
pared with what the same quantities would have been at 1954 
prices, price changes can be seen in the broad sectors of the 
economy where they occurred. This comparison is made in 
Table 3. 


The recovery in 1955 from the 1954 recession occurred by 
means of a large increase in investment. Gross private domestic 
investment for the year 1955 amounted to 63.8 billions as com- 
pared with 48.9 billions for 1954. A comparison of gross private 
domestic investment for the first and fourth quarters of 1955 
with the constant dollar figures shows a price increase of over 3 
per cent.® Government purchases show a similar price increase, 


7 This also holds true when Federal government purchases are shown 
separately from state and local government purchases, 

& The ratio of gross private domestic investment to gross private domestic 
investment in constant dollars for the last quarter, 1955 divided by the 

ratio of gross private domestic investment to gross private investment 

in constant dollars for the first quarter is 1,03 or a price inerease of 3 

per cent, The amount of price inflation in consumption expenditures 

and in government purchases can be computed in the same way. 
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TABLE 3 


MAJOR COMPONENTS OF GROSS NATIONAL PRODUCT QUARTERLY AT 
ANNUAL RATES IN CONSTANT DOLLARS AND CURRENT DOLLARS. 


1953-584 


(Billions of Dollars) 


Year Personal Gross Private Government 
and Consumption Domestic Purchases of 
Quarter TO TALL Expenditures Investment Goods & Services 
1953 Current 1954 Current 1954 Current 1954 Current 1954 
Dollars Dollars Dollars Dollars Dollars Dollars Dollars Dollars 
1st 364.5 368.9 230.9 234.0 52.0 52.8 81.8 83.0 
2nd 368.8 $73:2 233.3 236.2 52.9 53.0 83.3 85.1 
3rd 367.1 370.2 234.1 236.0 51.1 51.0 82.7 84.4 
4th 361.0 363.9 232.3 234.1 45.2 45.4 83.5 84.9 
1954 
Ist 360.0 360.4 233.7 233.4 46.6 46.9 79.4 80.1 
2nd 358.9 359.5 236.5 236.4 47.2 47.0 74.4 75.2 
3rd 362.0 362.1 238.7 239.0 48.8 48.9 74.1 73.6 
4th 370.8 370.1 243.2 243.2 52.3 52.2 73.0 72.2 
1955 
Ist 384.3 382.2 249.4 248.7 58.8 58.5 74.6 73.4 
2nd 393.0 389.5 254.3 253.7 63.1 62.3 74.9 73.1 
3rd 403.4 397.5 260.9 259.9 65.4 63.9 75.8 72.6 
4th 408.9 401.1 263.3 261.8 67.6 65.2 77.1 73.5 
1956 
Ist 410.6 398.8 265.6 263.2 67,1 62.8 76.6 71.8 
2nd 415.0 398.9 268.2 263.7 66.9 61,5 77.3 71.5 
3rd 421.0 400.2 270.4 263.4 67.3 61.4 79.8 72.1 
4th 430.0 405.5 275.6 266.9 68.1 61.3 82.0 73.5 
1957 
Ist 437.7 408.7 279.8 268.7 66.9 59.6 84.9 75.4 
2nd 442.4 410.1 282.9 270.0 68.3 60.3 86.1 75.5 
3rd 447.8 410.6 288,2 273.0 67.9 59,2 86.6 74.5 
4th 442.3 403.8 288.1 271.6 63.2 54,9 87.4 75,0 
1958 
Ist 431.0 391.0 287.3 268.7 52.4 45.0 89.3 76.5 
2nd 434.5 393.1 290.9 271.1 51.3 44.2 91,1 77,7 
3rd 444.0 400.9 294.4 275.0 54,2 46.6 93.8 78.9 
4th 457.1 410.8 299.1 278.4 61.3 53.0 96.5 80.8 


aData adjusted for normal seasonal variation. 


Source: U. S. Dept. of Commerce: Business Statistics, 1959 Edition and U. S. Income ana 
Output (1958). 
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while consumption expenditures show evidence of a price increase 
only slightly over 1 per cent. The price inflation, insofar as it 
resulted from excessive demand, arose in the investment goods 
industries as a result of the large increase in the rate of invest- 
ment in 1955. The persistence of price rises through 1957 after 
real investment had already begun to decrease, was accompanied 
by gradual increase in unemployment in the last half of 1957.° 
Increases in consumption and in government purchases of goods 
and services were small, and the total of real product for 1957 
was less than 2 per cent more than for 1956. This combination of 
circumstances suggests “cost-push” elements in the continuation 
of the upward price movements. 


Ill. THE “COST-PUSH” ELEMENT IN THE INFLATION CYCLE 


The term “cost-push” inflation is not precise in its meaning. 
In this discussion it refers to the rise of prices that results when 
strong unions bargain with great corporations for wage increases 
in excess of productivity gains. The corporations, in turn, raise 
the prices of their products and the result is higher prices than 
would have resulted from supply and demand in a free and com- 
petitive market. The wage increases will supply only a part of the 
general purchasing power or effective demand required for full 
employment at the higher prices. Consequently increases in debt 
through government deficit spending and/or increases in con- 
sumer and business debt are required to maintain prosperity at 
or near full employment levels. 

The Bureau of Labor Statistics has devised some indices which 
may shed some light on the question of the presence or absence of 
“cost-push” inflation, The indices tell how much money goes to 
labor compensation and how much to non-labor payments per 
dollar of real product, that is, per dollar of gross product at 1954 
prices, They measure, relative to a base period, the pricing of 
labor and the pricing of non-labor elements such as profits, 
interest, and rent, which make up the total cost of the product of 
the non-government part of the economy. These data are shown 
in Table 4, together with percentage changes to indicate the size 
of the movement from one year to the next. Any increase in 
either index is an increase of money payments in excess of 
increases in overall productivity. 


9 U. S. Department of Commerce, Business Statistics, 1959 Edition, p. 59. 
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TABLE 4 


INDICES OF EMPLOYEE COMPENSATION AND NON-WAGE PAYMENTS 
PER DOLLAR OF REAL PRODUCT, 1947-1959 


(1947-49= 100) 


Yearly Compensation of Employment Non-Labor Payments 
per Dollar Real Product per Dollar Real Product 
Percent Percent 
Change Change 
Each Year Each Year 
1947 96.1 93.9 
1948 102.6 6.7 101.2 7.8 
1949 101.1 -1.5 104.7 a0 
1950 101.8 0.7 106.8 2.0 
1951 109.6 77 113.5 6.3 
1952 114.1 4.1 113.9 0.4 
1953 197:5 3.0 113.7 -0.2 
1954 118.7 1.0 135.5 1.6 
1955 117.9 -0.7 120.3 4.2 
1956 125.1 6.1 119.9 -0.3 
1957 128.7 2.9 1254 4.3 
1958 130.9 17 126.4 1.0 
1959 132.2 1.0 130.3 oe 


Source: Bureau of Labor Statistics 1959 Statistical Supplement—Monthly Labor Review 


If allowance is made for the fact that wage gains may be 
mostly realized in the following year after they are won, it is 
clear that the tendency to increases in labor costs is much more 
limited in periods of recession and unemployment, e.g. 1949, 1954, 
and 1958. This is consistent with the fact that labor has less 
bargaining power in times of depression and unemployment. 

It seems a reasonable assumption that, if both labor and non- 
labor payments increase more than productivity in a time of 
recession, such increase resulted from “‘cost-push”; that is, the 
raising of prices through monopoly power rather than in response 
to increased demand. The table shows such an increase for the 
recession year 1958, but the thesis is somewhat weakened by the 
recovery in the last quarter of 1958. 


Another observation may be made which is significant, both as 
evidence of the “cost-push” variety of inflation and as a descrip- 
tion of a general characteristic of the postwar economy of the 
United States. By noting that labor compensation is a fairly 
stable proportion of national income and product (about 65 to 70 
per cent of national income and 50 to 60 per cent of gross 
national product), it is possible to observe from Table 4 that in 


ts 
ct 
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no single calendar year did total payments fail to increase more 
than productivity. 

It is reasonable to conclude that there is a strong “cost-push” 
or monopoly-pricing element in the economy and that, because 
prices adjust upward but not downward, successive increases in 
aggregate demand in excess of increases in productivity are 
essential to maintaining prosperity and relatively full empioy- 
ment. This characteristic, however, may not be a permanent dis- 
ability of the American economic system. 

The current balance of payments deficit results, in part, from 
effective foreign competition. Foreign competition in both our own 
and foreign markets means, essentially, that industries facing such 
competition cannot freely raise prices as they have done in the 
recent past. It means, also, that workers in such industries can- 
not bargain for wage increases that will necessitate higher prices 
without facing the prospect of some unemployment. To a con- 
siderable degree it seems to be the case that the same industries, 
which, because of their market power and the bargaining power 
of organized labor in them, have been able to originate the 
“cost-push” inflation, are the ones now facing foreign competi- 
tion.!° If, as a result of the competition, they use their great 
market power to buy at lower prices rather than to sell at higher 
prices (to protect profit margins when labor costs increase), the 
“cost-push” inflation problem may be greatly reduced. Any 
attempt to solve the balance of payments problem by raising 
trade barriers, however, invites reprisal and so is likely to be 
unsuccessful. At the same time it protects the built-in inflation 
which is not susceptible to control by fiscal and monetary policies. 
Producers selling in such a protected market with successive 
price increases would eventually find foreign markets more and 
more unattractive, thus aggravating the balance of payments 
deficit over the long run. 


IV. SUMMARY AND CONCLUSIONS 


The cycle of price inflation of 1956-58 began with a boom in 
the investment goods industries in 1955 as a result of an extra- 
ordinary increase in the rate of investment expenditure. Operating 


10 This is a very broad judgment which must be offered without proof, but 
compare the classification of United States exports published in Survey of 
Current Business, Dec. 1959, p. 12, with the analysis in Staff Report on 
Employment Growth and Price Levels, 86th Congress, Ist Session, Dec. 
24, 1959, pp. xxvi-xxviii. 
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at near capacity and at slightly higher prices these industries 
generated high profits which made it easier for labor to demand 
and employers to grant the increases in wage rates that had their 
principal effect in 1956. The higher wages together with full 
employment set the stage for rising prices of consumer goods 
and services in 1956.1! But the persistence of price rises for 
consumer goods and services in the latter half of 1957, when 
unemployment was gradually but continuously increasing, shows 
the lack of downward adjustment that now characterizes the 
price system. 

As the economy is presently organized and regulated, price 
stability is attainable only as the result of recession and unem- 
ployment. Monetary policy rigorous enough to restrain inflation is 
likely to result in a slower rate of economic growth than would 
otherwise be realized. Consequently, if growth is held to be an 
important objective, monetary policy must be supported by fiscal 
policy in controlling inflation originating in excessive demand. 

Fiscal policy must be tailored to both the requirements of 
price stability and the planned scale of government outlays. If a 
large increase in government purchases of goods and services is 
contemplated, such spending may require financing by means of 
taxes that will reduce consumption in proportion to the increase 
in the resources taken by government. A tax of this nature is 
likely to be unpopular and politically difficult to achieve. 

An important source of price inflation is the excessive market 
power of strong unions and strong corporations. This source is 
not susceptible to effective control by fiscal and monetary 
measures, and may indeed be, at times, the basic cause for the 
necessity of relaxing monetary and fiscal policy in order to 
maintain prosperity and employment. The principal effect of 
this kind of inflation is the prevention of downward price adjust- 
ments when these would be appropriate. 

To the extent, however, that the industries in which this 
“cost-push” originates face effective foreign competition, prices 
will be kept in line with world prices, thus maintaining the pur- 
chasing power value of the dollar. Foreign competition may, 
therefore, provide both the necessity and the means of eliminating 
much of the “cost-push” inflation. If the great bargaining power 
of firms and industries that are facing competition from abroad 


11 See Table 4, above. 
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is gradually shifted from the objective of raising selling prices 
to that of lowered buying prices, the entire economy is likely to 
have more price stability through the 1960’s, assuming reasonably 
effective monetary and fiscal policies are followed. 
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